In this paper we analyze two different target regimes, flexible inflation targeting and nominal income targeting, under discretion in a simple dynamic macro model.
account movements in inflation and output, the two strategic variables of the central bank, and the smoothing out fluctuations in nominal income.
Today, the focus in the literature is on flexible inflation targeting (Svensson 1997a; 1997b) . This monetary strategy has also been adopted by the central banks of New Zealand, the United Kingdom, Sweden and several other countries in the last decade (Leiderman and Svensson, 1995) . Nominal income targeting, typically viewed as an alternative to flexible inflation targeting, has no practical application but has a long tradition in the realm of academic discussion (see, for instance, Taylor, 1985; Frankel and Funke, 1993; Hall and Mankiw, 1994; McCallum and Nelson, 1999) .
Two new arguments, however, provide support for further research of nominal income targeting. First, the ECB announced a reference value for M3 growth of 4.5 percent calculated as a sum of an inflation target and a forecasted trend growth rate of real output of 2.5 percent. This nominal income target is corrected with a small adjustment for the decline in the velocity of money. The growth rate of nominal income is the sum of the rate of growth of money supply and the change in velocity. It is also the sum of the rate of inflation and the rate of growth of real GDP. Both nominal-income growth targeting and the M3 reference value of ECB should generate similar results provided that there are no large shocks in the velocity. Second, in light of the apparent overprediction of inflation and underprediction of real output growth in the US economy, McCallum (1997) , Orphanides (1999), and Rudebusch (1999) suggest that monetary policy should focus on nominal income growth and not rely on uncertain estimates of the output gap.
The aim of this paper is to work out the differences between the solution if monetary policy adopts a flexible inflation target with the alternative solution of nominal income targeting. We focus on the optimal policy reaction function of the central bank to supply and demand shocks which differ according to the different monetary policies. We explore the performance of both rules in the framework of a New Keynesian Model, a dynamic macroeconomic model that nests a forwards looking Phillips curve relation and a forward looking IS-curve into a sticky price model. This model was recently summarized by Clarida, Gali and Gertler (1999) and relies on contributions by Taylor (1980 ), Calvo (1983 ), Rotemberg (1982 1996 ), Roberts (1995 . Section 2 describes this model. This model is in contrast to Svensson's model,
